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No0.63 (December 2008) : 53-76.

Devaluation, Currency Substitution, and the Current
Account

Yu-Fong Sun’

Abstract

# This paper explores the effect of change the devaluation rate of domestic currency on %

small open economy with currency substitution environments. Our approach expands Calvo
(1981) model, foreign currencies is introduced the same as domestic currencies into the system
because money provides liquidity services in the spirit of Liviatan (1981). The result is
obviously different with Calvo (1981) that if two currencies are higher degree of currency
substitution, then an increase in the devaluation rate of domestic currency induced a current
account surplus on the transition path. We also find that higher degree of currency substitution
is a possible reason of the failure of exchange-rate-based stabilization program.

Keywords: devaluation, the current account, currency substitution.

" Assistant Professor, Department of Finance, Ling Tung University.
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